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Emerging stock markets have become increasingly 
important in international portfolio management during the 
last two decades. In light of this tremendous development,
the question arises, how far the emerging markets
distinguish themselves from the stock markets of developed
countries. In due course of the development of their
economies, numerous countries liberalized their financial
markets thereby improving the institutional infrastructure 
and reducing information inefficiencies. This thesis 
examines if there exist any differences between the 
Chinese market, a fast growing emerging market and, a well
known developed market, the United States. In order to
understand the overall performance of the Chinese stock
market, the research compares the risk and returns
characteristics of Chinese stock markets with S&P500 index
during the period from 2000-2005. Findings show that 
significant differences exist between the Chinese and the
U.S. markets. There exists low correlation between U.S.
and Chinese stock markets, making Chinese stocks suitable 
for the diversification purpose. However an important 
question arises, why? To address this last question, the 
thesis attempts to identify the characteristics of the 
Chinese markets that hinder the markets' efficiency.
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Emerging markets are typically those, which offer a
wealth of opportunities in foreign direct investments,
technology transfers, and trade, and are restructuring
their economies along market-oriented lines. World Bank 
recognizes India, China., Russia, Indonesia, and Brazil as 
the five biggest emerging markets in the world. Other
major emerging markets are Turkey, South Africa, Mexico, 
Poland, Argentina, and South Korea. Each of these markets
is not only important as an individual market but also as 
a group responsible for changing the global economy.
(Chuan Li)
With the advent of emerging markets, the traditional 
view of development is changing in many different ways.
• "The foreign 'investment' is replacing foreign 
'assistance'". The development of emerging 
market has also changed the global perspective 
in 'Investing', which is no longer associated 
with the traditional notion "of providing 
development assistance to poorer nations".
(Chuan Li)
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Industrialized countries are redefining their 
trade relations with the emerging markets. The
available opportunities rather than political
environment decide the trade and capital flows.
• This increased flow of trade and capital between 
emerging markets and industrialized countries
reflect the transition of emerging markets from
dependency to 'global interdependency'.
• The accelerated exchange of information aided
with Internet, enables integration of emerging
markets into the global market at a faster pace.
(Chuan Li)
Following these changes, emerging stock markets have 
gained importance especially in the international 
portfolio management during the last two decades. The 
question to be addressed here is whether having emerging 
markets' stock (especially the Chinese stocks) in the 
portfolio benefits the returns and risk of portfolio. 
Emerging markets have made tremendous improvements in 
their economies by removing information asymmetries, 
improving the infrastructure and liberalizing the
financial markets. (Fuss, 2002)
The research focuses on the Chinese markets, some of 
the fast growing emerging markets. It shows that the
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Chinese government has liberalized the markets and reduced
information asymmetries. However, it also shows that the
markets are still characterized by high volatility and an 
inefficient infrastructure. This last result is extremely
important for international portfolio managers seeking to
access the benefits of international diversification. The
research also probes into possible reasons for such
inefficiencies and roadblocks that exist in China's way of 
becoming efficient stock markets.
Literature Review
The field of emerging markets has been quite 
intriguing for a long time now. With the increasing 
contribution of emerging markets in global economy, the 
characteristics of emerging markets have become more 
important for both academicians and practitioners.
Bekaert and Harvey, 2002 and Bekaert and Harvey, 2003 
provide comprehensive surveys of the past, present and 
future of the emerging markets finance. Studies conducted
by Claessens et al. (1998), Patel (1998), and Fama and 
French (1998) investigate the stock selection techniques 
in emerging markets. As expected, the low correlation 
(between emerging markets stocks and U.S. stocks) enables 
fund managers to use them for diversifying the portfolios.
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As mentioned earlier, China is one of the biggest 
emerging markets and the research focuses on studying the 
characteristics of stock indices in China and comparing 
their performances with that of S&P500 index.
Several studies have been conducted to understand the
characteristics of Chinese stock markets. The stock
markets in China evolved over a long period of time from 
the state owned enterprises (Wang, 2001), which were the 
main vehicles of economy in China in older times. With 
time, the importance of SOEs has diminished in the Chinese 
economy but the Chinese stock exchanges are far from
efficient. The main reason for this inefficiency of the 
stock markets is the governmental control. The stock 
market is one of the major tools used by government to 
monitor and control the Chinese economy. Chinese stock
markets have a concoction of shares available for the
investors (Gabriel, 1998), which help the government to
monitor the stock market.
The research attempts to study the risk and return
patterns of A-shares and B-shares traded in china.
Domestic investors largely hold A-shares while foreign 
investors trade B-shares. Although traded in the same 
market the two shares offer different returns. B-shares
tend to provide higher returns than that of A-shares. This
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can be viewed as compensation for risk involved, or the
behavioral biases of investors, either under- or
over-reacting to the release of new firm-specific
information.
The research takes into account these factors and
explains the high returns of B-shares on the premise of 
information asymmetries. However, information asymmetry is
one of the many problems faced by the investors in China. 
Mei, Scheinkman and Xiong (2005) in their study concluded 
that China's stock markets "provide a unique opportunity 
to study non-fundamental components in stock prices" owing 
to its "stringent short-sales constraints, dominance of 
inexperienced individual investors, a small asset float 
and heavy share turnover (500% per year despite a high 
transaction cost)".
Green (2003) also made a systematic study of all the 
problems that lie in way of China in becoming efficient 
stock markets. Nevertheless, Chinese government is taking 
steps to improve this situation by framing new policies 
(Ho, 2000).
In light of this, the research attempts to evaluate 
the effect of including the stocks from emerging stock 




Broadly the stock markets in the world are 
categorized into developed stock markets and emerging 
stock markets. The New York Stock Exchange (NYSE) is an
example of a developed stock market. Emerging stock
markets can be defined as "Stock markets that are in
transition, increasing in size, activity, or level of
sophistication" such as the Chinese stock markets
(Standard and Poor's, 2000, February, p. 2). The Emerging
stock Markets Factbook, 1994 states that emerging stock 
markets "provide secondary markets to facilitate the 
transfer of assets" by providing "mechanisms for the sale 
of state-owned enterprises and by linking domestic capital 
markets to broader international capital markets" 
(International Finance Corporation, 1994, p. 8).
Emerging markets such as China, India, Mexico and 
Russia constitute roughly 86% of the world's population 
and they collectively contribute around 23% of world
economic output. In the last decade, China and India have 
sustained impressive economic growth. For instance, 
"between 1993 and 2003, annual real GDP growth averaged 
8.9% in China and 5.9% in India" (www.swissre.com). The
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significance of these markets on the global economy is the 
reason why this thesis considered China, one of the
biggest emerging markets, and studied the Chinese stock 
markets. One of the objectives of the thesis is to compare 
the emerging stock market of china against developed stock
market of U.S.A.
For evaluating the performance of Chinese stock 
markets against the developed stock markets, the S&P500
Index was used as benchmark for the comparison purposes. 
The indices used in this research are explained in
further details in the next chapter.
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CHAPTER THREE
THE CHINESE STOCK MARKET
Development of Chinese Stock Markets 
History: First Stock Exchange
Stock trading in China has a long history having 
begun in Shanghai in June 1866. The Shanghai stock 
exchange, established in 1891 was initially closed by the 
Japanese in 1941 never to be reopened because of Chinese 
policies in effect after the war.
The transition of the Chinese Economy from planned to 
market economy began in 1978. Prior to the transition
period State Owned Enterprises (SOEs) served as the 
production organs of the country turning raw materials 
into industrial products. Under the planned-economic 
system, national and local governments determined the plan 
of production of SOEs. SOEs also served as a social unit 
in China by providing social services such as housing, 
healthcare, child-care, education and grocery facilities 
to their workers. Unfortunately, this structure was not 
competitive in the modern corporate world and was 
cumbersome to change (Zhengxu Wang, 2001)
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Reform of State-Owned Enterprises (SOE)
In order to make the SOEs more competitive, China 
followed an Individual-Responsibility Model (IRM) wherein 
SOEs were allowed to produce more than the planned quota
selling the excess products for profit. The firms were 
given more freedom in management decisions (production, 
marketing, investments and profit distributions) resulting 
in an increase in productivity and efficiency.
Following this model, targeted SOEs in the costal 
areas identified by the state to be cities "open to the 
outside" were permitted to build joint ventures with 
foreign companies. These experimental efforts were later 
institutionalized as the so-called contract-system or 
Contract Responsibility System. Under this system the 
firm's manager signed a contract with a state agency to 
acquire the right to run the firm's day-to-day operations 
while the firm remained a state asset. This change 
required large amounts of capital to control and monitor 
the managers and because of the SOE's social unit system. 
Establishment of Two Stock Exchanges
In 1990, to generate large funds, the Chinese 
government elected to open a stock exchange and allow some 
of the SOE's to issue public stock through IPOs. The 
national regulatory organization, the China Securities
9
Regulatory Commission (CSRC), launched the Shanghai Stock 
Exchange (SSE) and the Shenzhen Exchange (SZE) as not for 
profit membership institutions to permit stock trading of
SOEs (Ho, 2000) .
The development of SSE and SZE in the last fifteen 
years has been tremendous as can be seen from table 1 
below showing market capitalization and trading volumes 
for the SSE and SZE Stock exchanges for the years 
1992-2004. As depicted in the table, SZE and SSE market 
capitalization increased by 24.88% between 1992 and 2004. 
During the same period, trading volume magnitude has grown
99.78%.
Table 1. Market Capitalization and Trading Volumes



















Source: Shanghai Fact Book, Shenzhen Fact Book, Chinese 
Stock Market- Dongwei Su.
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Notice'however, that despite this tremendous'growth, 
the whole process of stock trading is still controlled by 
the Chinese government as might be deduced by the 
diversity of the' share structure of the stock market.







Potage of Chinese Shares
State Legal A- B- H- Others
share person shares, shares shares
Type of shares
Source: China Stock Report 2001 
Figure 1. The "Potage" of Chinese Shares
As shown .in Figure 1, in 2001, 37% of shares traded 
on the SSE and SZE were own by the'state. The share of the 
"legal.person", i.e. some enterprises and/or other 
economic entities .but not individuals represents 26%.
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Public shares (also 37%) can be further broken down as
follows:
A Shares. A-shares are traded in Renminbi, the
Chinese currency, and until 2002, were reserved to
domestic investors. In 2002, the Qualified Foreign
Institutional Investors Framework (QFII) was initiated.
QFII allows foreigners to acquire A-shares. Unfortunately, 
QFII obligates investors to keep their holding for at 
least one year. These A-shares are traded on the SSE and 
SZE stock exchanges and are the most popular investment 
option for Chinese investors. A-shares are predominately
issued by the former State Owned Enterprises (SOEs) with 
less than 10% of these shares issued by private companies.
B Shares. B-shares are quoted in US dollars in the 
SSE and in Hong Kong dollars on the SZE. These shares were
available for trade only to foreign investors. In 2001, 
the Qualified Domestic Institutional Investor was enacted,
allowing domestic investors to purchase these shares.
All dividends on B-shares are in the foreign
currency. Individual investors are limited to a maximum of
25% of a firms outstanding B-shares.
H-shares, Red Chip and Private Chip. These shares are
traded on the Hong Kong stock exchange. H-Shares are an 
instrument to extend Chinese privatization of SOEs to
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foreign investors. Red Chips represent companies funded in 
mainland China but registered and operating in Hong Kong.
Private chips are traded by foreign companies that do 
business in mainland china. Unlike red chips, there is no 
government control of their listings.
The Shanghai Stock Exchange and the Shenzhen Stock
Exchange are the major stock exchanges in China. The
markets of the two exchanges are continuous and
order-driven. There are no designated dealers or market 
makers on the exchanges. The mechanism of these exchanges 
is similar to that of the Stock Exchange of Hong Kong 
(SEHK)1. All of the order flows on the Chinese stock 
exchanges must be displayed on computer terminals viewable
by investors on and off the exchanges. Limit orders are 
the only order type permitted on the exchanges. A buy
limit order must give the bid price and number of shares 
to be purchased. A sell limit order must give the ask
price and number of shares to be sold. When a trader
submits a limit order, the order is entered into a
computer system where orders can be matched and executed
automatically. The system prioritizes orders first by 
price and then by time. Bid prices are arranged in 
priority from highest to lowest, while ask prices are 
arranged in priority from lowest to highest. The spread
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between the highest (or best) bid and the lowest (or best)
ask represents the bid-ask spread.
Indices
Forbes.com defines index as "Statistical composite
that measures changes in the economy or in financial
markets, often expressed in percentage changes from a base 
year or from the previous month. Most relevantly, indices
measure the ups and downs of stock, bond , and some
commodities markets, reflecting market prices and weighing 
of the companies on the''index.." Standard and Poor's 500 
Index, also known as S&P500 is "an index consisting of 500 
stocks chosen for market size, liquidity, and industry 
group representation. It is a market-value weighted index, 
with each stock's weight in the index proportionate to its 
market value. The S&P 500 is one of the most commonly used
benchmarks of the overall stock market."
(www.financial-dictionary.thefreedictionary.com). Similar
stock indices in China are discussed in this section.
The Shanghai Stock Exchange consists of four indices, 
the SSE composite Index, 180 Index, the A-share Index, and 
the B-share Index. The Shenzhen Stock Exchange lists many 
indices some of which are the .SZSE Composite Index, the 
SZSE 100 Index, the A-share Index, the B-share Index, the
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SZSE Composite Sub-index, the A-share Sub-index, and the 
B-share Sub-index. Sub-index can be defined as "A group of
stocks that are part of a larger index, but are also
tracked as an index of their own." (investorwords.com)
The A-share Index consists of all the A-shares traded
in the Shanghai and Shenzhen Stock Exchanges respectively. 
Similarly, the B-share Index consists of all the B-shares
traded in Shanghai and Shenzhen Stock Exchanges. Both the
A-shares Index and B-share Index are market-valued
weighted indices quoted in RMB with 100 base points, but 
the base dates are different in Shanghai and Shenzhen
Stock Exchanges which are as follows:
• Shanghai A-share Index is December 19, 1990
• Shanghai B-share Index is February 21, 1992
• Shenzhen A-share Index is April 3, 1991 •
• Shenzhen B-share Index is February 28, 1992
In this research, the A-share and B-share indices are
used to characterize the Shanghai and Shenzhen Stock 
Exchange. The reason for using an index for comparison is 
because it is composed of the stocks that represent the 
overall market or industry, thereby linking their 
performance to the performance of overall market in 
consideration. There are other benefits indices namely:
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• Summarizes the whole market: An index represents
the market since it is composed of companies
from all sectors of economy.
• Leading indicator: prices of companies 
represented on indices are the present value of 
future cash flow.s. So, any changes in value of
future cash flows reflect the present value and
hence the index.
• Self-regulation: using indices arbitrageurs can 
identify discrepancies and use them to balance 
the situation till prices are accurate.
• Information for International investors:
International investors can be benefited by
comparing the performance of country's index 
with other indices. A strong return will 
increase public awareness and foreign investment 




This chapter introduces the methodology used in this 
thesis. In this chapter, the data set used for the 
research is described. The concepts and details about 
appropriate formulas are also described here.
Data Description
As mentioned previously, data for this study 
consisted of the price index for Shanghai and Shenzhen
stock exchange (A-shares and B-shares), which was
downloaded from Bloomberg (www.bloomberg.com). The data
for the market indices namely, Shanghai Composite index
(market index for shanghai) and Shanghai Component index
(market index for Shenzhen) was obtained from yahoo 
finance website (www.finance.yahoo.com). As expected, it 
was not easy to find the data for the emerging markets and 
especially China with its stringent policies and high 
government control.
The sample for the Shanghai A-share Index includes 
1442 observations for a period of 6 years, from January 
04, 2000 to December 30, 2005. Data for the Shanghai 
B-share Index consists of 1436 observations starting in 
January 04, 2000 and ending in December 30, 2005. For
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Shenzhen A share Index, the data consisted of 1442
observations starting again at January 04, 2000 and ending
at December 30, 2005 and 1428 observations for Shenzhen
B-share Index for the same period.
Shanghai composite index (SSE composite) is the 
market index used for Shanghai stock exchange and Shanghai 
component index (SSE component) represents market index
for Shenzhen stock exchange. To avoid confusion the thesis 
will refer to Shanghai Composite index as SSE index and
Shanghai Component index as SZE index. The data for
Shanghai composite index (SSE index henceforth) and
Shanghai component index (SZE index henceforth) consisted
of 1424 observations from January 04, 2000 to December 30,
2005. The data for S&P 500 was downloaded from yahoo 
finance (www.finance.yahoo.com) from the period of January 
04, 2000 to December 30, 2005, i.e. 1424 observations.
Measure of Performances
The following procedures were used to compare the 
performance of Shanghai and Shenzhen stock exchanges with 
the U.S. stock exchange and to measure risk faced by 
investors when investing in China:
• Risk and return analysis to measure the monthly 
performances of A-share and B-share indices from
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January, 2000 to December 2005 relative to SSE
index, SZE-Index and S&P500
• Analysis of correlation coefficients to measure
the relationship between price movements between
A-share index, B-share index, SSE index,
SZE-Index and S&P 500
Risk and Return Measurement
Return measurement provides a convenient way to 
express financial performance of an investment. Generally, 
two methods are used to calculate the performance - return 
in dollar terms and return in percentage terms. Return in 
dollar terms expresses the total dollars received from an 
investment. Similarly, in percentage terms, the return is 
calculated on percentage basis. This avoids the scale
problems of dollar return. This thesis implemented the
monthly percentage terms to get accurate results in
performance by avoiding the scale problem. However, due to 
the anomalous results, the return is recalculated using 
logarithmic returns, expressed algebraically as follows:
Rit = 100 * (log (Pit) - log (Pit-i) )
Rit = Return of index i for month t
Pit = Price Index of index i for month t
P i t - i  =  Price Index of index i for month (t-1)
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The average monthly return was then converted into an





T = 1 to 72 (number of months for 6 years)
Pit = Price Index of index i for month t
ARi = Average monthly return for index i
Risk Measurement
The relationship between risk and return has been
well documented. As a general rule of thumb "riskier 
investments provide higher returns". This is premise based 
on which numerous investors put money in risky assets.
However, different conclusions can be reached on the
riskiness of assets depending on the measure used to
calculate it. Like returns, risk can also be calculated
using two methods: on a stand alone basis where an
individual asset's cash flows are analyzed by themselves 
and in a portfolio basis where cash flows from numerous
assets are combined and' consolidated cash flows are
analyzed (Reilly & Brown, 2000).
Standard deviation is one of the methods used to
measure risk of shares. Smaller standard deviation
represents lower risk of the share. Standard deviation
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provides an insight of how far above or below the
benchmark; the actual value is likely to be. Unlike 
returns, the riskiness (of the portfolio) is not the 
weighted average of the standard deviation of the 
individual assets in the portfolio (Brigham, Gapenski & 
Daves, 2000) The following formula is used to calculate
the standard deviation of the A-shares and B-shares traded
on Shanghai and Shenzhen stock exchanges:
ci,. = Standard deviation of the monthly returns of
index i
T = Number of months considered (72 in this case)
Ri = Overall average of the index i for 72 months
Rit = Return of index i for month t
Beta coefficient, or simply beta, is used to assess 
the individual stock's contribution to the risk of the
market portfolio which can be.calculated as follows:
C o v ( R „ R m )
where Rir Ria = Return of index i and market index
o ’, Standard deviation of market index
and COV measures the degree to which the
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two risky assets move together in tandem 
(investopedia.com).
The market portfolio has beta of 1.0. Adding a stock 
with beta of 1.0 to the market portfolio does not change 
the overall risk of the portfolio. However, adding a stock
with beta less than 1.0 will reduce the portfolio's risk
hence reducing its expected rate of return. Adding a stock
with beta greater than 1.0 will increase the portfolio's
risk and its expected rate of return, implying that beta
of a stock is a measure of how closely stock moves with
the market.
A stock with beta greater than 1.0 tends to move up 
and down with the markets but with wider swings. A stock 
with beta equal to zero moves independently, irrespective 
of the market movements. For example, a stock with beta 
equal to 1.0 will increase by 10% when market goes up by 
10% implying that the portfolio with that beta coefficient 
is as risky as the market average. If stock has beta of 
0.5, it is only half as volatile as the market. On the
other hand stock with beta of 2.0 is twice as volatile as
the market. Thus, a portfolio of such a stock will be 
twice as risky as an average portfolio (Brigham, Gapenski, 
& Daves, 2000). The beta for each share (A-shares and 
B-shares) traded on Shanghai and Shenzhen stock exchange
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is computed in this thesis. Beta helps investors to 
understand the volatility of shares essential to diversify 
the portfolio.
The other measure used to assess risk of the two
markets (SSE and SZE) is coefficient of variation (CV)
defined as "A measure of investment risk that defines risk
as the standard deviation per unit of expected return" 
(www.financial-dictionary.thefreedictionary.com).
Price Movement Relationship
The price movement relationship can be determined by
calculating the covariance and correlation coefficient
between the markets in consideration. Covariance is a
measure of the "degree to which returns on two risky 
assets move in tandem. A positive covariance means that 
asset returns move together. A negative covariance means
returns move inversely" (investopedia.com). A coefficient 
of correlation is the other measure to assess the price 
movement. According to answers.com, correlation is the 
"statistical measure of the degree to which the movements
of two variables are related". Correlation coefficient is
the degree of correlation between the data considered.
Correlation coefficient varies between (-1) and (+1). The 
positive sign implies that the two variables move together 
while the negative sign implies that the variables move in
23
opposite directions. The concept of correlation
coefficient is important to understand the idea of
diversification used by fund managers to reduce the risk
of portfolio.
Portfolio theory assumes that the investors are risk 
averse. Consequently, investors seek to diversify the risk 
of portfolio. Diversification reduces the overall standard
deviation of the portfolio by selecting stocks that tend 
to move in opposite direction relative to the market index
hence guaranteeing returns to the investors. Thus, a 
well-diversified portfolio has low correlation
coefficient.
However, the process of diversification can only
eliminate unsystematic risk (risk specific to the firm) 
but not the' systematic risk or market risk (risk of
overall market or industry). Reilly and Brown (2000) state 
that " macroeconomic variables such as money supply, 
interest rate volatility, industrial production, and 
corporate earnings cause systematic risk, which remains 
the market portfolio and cannot be diversified away".
In this thesis, the correlation coefficients (pim )
are calculated to measure the relationship between the 
Chinese exchanges and the S&P500 using the following
formulae:
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C o v lm  =
1
~  1 r=l
P i m









= Covariance between index i and market index
= Correlation coefficient between index i and
market index
= Standard deviation of index i & market index
= Return of index I for month t
= Return of market index for month t
= Number of months considered (72)
= Overall average of the index i for 72 months
= Overall average of the market index for 72 months
Risk and Return Characteristics
The formula discussed above for the logarithmic 
returns was applied on the data-set and the monthly risk 
and returns are calculated for A-shares, B-shares and 
S&P500. Appendix B and C tabulates the monthly risk and
returns for A-shares, B-shares and S&P500. Results for the 
monthly risk-returns analyses for the period of 2000-2005 
are depicted in Table 2.
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Table 2. Shanghai and Shenzhen Risk - Return
Characteristics
Indices Return Risk Beta
SSE A-Shares -0.00609329 0.588214 . 978
SSE B-Shares 0.014703193 0.921636 .259
SSE index -0.00589553 0.59963 1.0
SZE A-Shares -0.01292019 0.621429 . 917
SZE B-Shares 0.024830512 0.943966 1.05
SZE index -0.00613732 0.636195 1.0
Findings show that in both markets the returns of
B-shares are higher than those of A-shares. Consistent 
with conventional finance theory that rewards and risks 
are interrelated, B shares bear higher total risk than 
A-shares do. B-shares have larger standard deviations and 
SZE B-shares have the highest beta.
Table 3. S&P500 and Chinese Exchanges
Return Risk Beta
SSE index -.00589 . 599 1.0
SZE index -.00613 . 636 1.0
S&P500 . 00442 .517 1.0
Table 3 compares the S&P500 with the SSE and SZE 
composite indices. As shown, investing in the U.S. is
26
safer (the standard deviation is lower) and substantially 
more rewarding. The question is thus, why will portfolio 
managers include Chinese securities in their portfolios?
The answer must be a low correlation. Aren't we all
dreaming to combine perfectly negative correlated
securities, so that when security moves in either
direction the security that is perfectly negatively 
correlated will move in the opposite direction by an equal
amount. The correlation coefficients are presented in
Table 4.
Table 4. Correlation Coefficients




SSE B 0.5262 1
SSE 0.9689 0.7202 1
SZE A 0.9716 0.5315 0.9473 1
SZE B 0.4908 0.8723 0.6541 0.4905 1
SZE 0.9404 0.7000 0.9709 0.9635 0.7060 1
S&P 500 0.0273 -0.084 -0.002 0.0144 -0.007 0.0096 1
Table 4 presents the coefficient of correlations. As
can be inferred from the table, the returns for A-shares 
traded on SSE and SZE are perfectly positively correlated 
(0.9716), implying they move in same direction with a'
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similar magnitude. The correlation coefficients for 
B-shares traded in SSE and SZE are also high and positive 
(0.8723). As expected, the correlation between the Chinese 
markets and the S&P500 are low and often negative, an 
indication that professional portfolio managers should 
diversify their holding by mixing U.S. and Chinese
securities.
Results from the analysis validate results from Kaye 
and Cheng (1992) and Sze (1993). As reported by these 
researchers it is highly probable that the primary reason 
for these results is information asymmetry between local
and foreign investors. Compared to the domestic investors, 
"foreign investors find it difficult to acquire and assess
information about local Chinese firms. These difficulties
are due to language barriers, different accounting
standards, and lack of reliable information about the
local economy and firms". Further, as documented by Bailey 
and Jagtiani (1994), in many emerging stock markets, 
foreign investors face restrictions on owning domestic





The results obtained from correlation analyses 
suggests that portfolio managers might be able to lower 
portfolio risk by adding Chinese securities to their 
portfolios. However, the managers must stay vigilant since 
investing in the changing China is not coming without
risk.
As mentioned earlier, Chinese markets are not
efficient. This is partly because of their inability of 
efficient capital allocation. For the stock market to  
allocate the capital efficiently, there are three
conditions that need to be met. First, the firms must be
able to compete freely on their merit alone. Second, there 
must be a structure to provide reliable information about 
the companies listed, i.e., dependable accountants, 
lawyers, underwriters, etc. Third, institutions like banks
and bond markets should be competing for the household
savings. Usually in the emerging markets one or a
combination of these factors are not available and china
is no exception.
Free competition in the capital market has been 
impeded by the regular intervention of the Chinese
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Government in the management of the Shanghai and Shenzhen
stock markets. The Chinese government selects the company 
allows to participate in the IPOs process. This adverse 
selection process, might explain why some of the SOE that 
qualifies for IPOs often end up squandering all the funds. 
This process also precludes real productive firms to 
access capital, which results in a problem of fund 
deficiency for the deserving efficient organizations. 
Additionally, as the government is the major shareholder 
in the new issued IPOs important illiquidity problems 
characterized the markets. Further, as the government is 
the real owner of SOEs, it is continuously involved all
corporate decisions, such as the dividend policy, the 
capital structure etc. This in turn, leads to a weak
position for the minority shareholders and in case of any
interest conflict between the majority and minority
shareholders, the government always had an upper hand over
the individual.
On the Chinese markets, information is also highly
asymmetric, as the Chinese markets suffer from a lack -of
reliable professional. The statistics presented by 
National Audit Office in China, in a random check of 32 
audits of listed firms late in 2001, 23 were found to. have
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'gravely inaccurate' accounts representing 72% problematic
reports.
The third dimension for efficient stock markets is
the competent network of banks and bond markets competing 
with the stock markets for the household savings. 
Statistics show that China's market capitalization in 2001 
as a proportion of GDP was about 45%, while the
corresponding figure for the US was over 300%. This
indicates that the primary source of financing for SOEs is 
state owned banking system. Interest rates are controlled
and kept low for government enterprises to borrow loans at 
below market rates. Further, since the government provides 
official budgetary funds when SOEs face financial
difficulties, the management of the SOEs does not have 
incentive to guarantee efficient operations to pay back 
the borrowed capital. As a result, the domestic Chinese
banks' balance sheets suffer.
Conclusion
This research examined some of the differences 
between the Chinese market, a fast growing emerging market 
and a well known developed market, the United States. 
Findings, using risk-returns characteristics for the 
Chinese and the U.S. markets show that significant
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differences exist between the risk and return
characteristics of the two markets. Specifically, results 
show that B-shares returns are higher than A-shares and 
that the volatility of B-shares is higher than the 
volatility of A-shares. Data also indicates that despite 
the higher risk associated with investing in China;
returns on investment in the Chinese markets are
substantially lower than returns using U.S. Exchanges for 
the analysis period (2000-2005). Finally, findings show
that the correlation between the Chinese markets and the
S&P500 are low and often negative. These results are 
depicted graphically in Appendix A.
Chinese Stock Markets cannot be characterized by the 
depth and maturity of a stock exchange observed in a 
developed country. The Shanghai and Shenzhen exchanges are 
characterized by high volatility, low returns and 
government's intervention. Despite promising coefficient 
of correlations, professional money managers should be 








Risk patterns for SSE-A and SSE- B -----SSE-A
Graphl: Risk patterns for SSE-A and SSE-B shares
34
Graph3: Risk patterns for SSE-A shares and S&P500
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Graph5: Risk patterns for SZE-A shares and S&P500
Months
Graph6: Risk patterns for SZE-B shares and S&P500
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Graph9: Return patterns for SSE-A shares and S&P500 index
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Graphll: Return patterns for SZE-A shares and S&P500
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APPENDIX B
MONTHLY STANDARD DEVIATION FOR A- AND B-SHARES
TRADED ON CHINESE STOCK EXCHANGES AND S&P500
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Table A: Monthly Standard Deviation Consolidated Data
SSE- A SSE-B SZE-A SZE-B S&P 500
Jan-00 0.020271 0.018189 0.020321 0.020354 0.016718
Feb-00 0.033665 0.027326 0.035291 0.035735 0.012529
Mar-00 0.018804 0.0246 0.02004 0.034817 0.016897
Apr-00 0.011411 0.015144 0.011888 0.015470 0.020953
May-00 0.014156 0.033715 0.015698 0.032911 0.015687
Jun-00 0.007929 0.026295 0.008164 0.027134 0.010537
Jul-00 0.006428 0.013472 0.006599 0.012593 0.010396
Aug-00 0.008510 0.037813 0.008652 0.025180 0.006345
Sep-00 0.011721 0.027524 0.011864 0.019612 0.008746
Oct-OO 0.007342 0.033332 0.007409 0.027635 0.016283
Nov-00 0.008996 0.022151 0.009339 0.009927 0.012153
Dec-00 0.005840 0.026493 0.006663 0.011079 0.016696
Jan-01 0.012537 0.017655 0.012218 0.018803 0.01561
Feb-01 ■ 0.012626 0.035299 0.013171 0.033508 0.010666
Mar-01 0.006612 0.049375 0.006696 0.057093 0.018206
Apr-01 0.007856 0.019638 0.007444 0.025515 0.019364
May-01 0.005439 0.024166 0.005034 0.020729 0.010986
Jun-01 0.007643 0.034916 0.007274 0.032423 0.008601
Jul-01 0.012842 0.025663 0.013478 0.029732 0.012034
Aug-01 0.015365 0.041109 0.015789 0.034619 0.009622
Sep-01 0.012924 0.030672 0.013697 0.034253 0.021914
Oct-01 0.032110 0.028568 0.032268 0.031833 0.012123
Nov-01 0.013492 0.01243 0.014535 0.014940 0.009828
Dec-01 0.010559 0.016262 0.010924 0.017116 0.009718
Jan-02 0.031495 0.041174 0.035094 0.044843 0.010425
Feb-02 0.013013 0.014187 0.015897 0.018295 0.011896
Mar-02 0.016913 0.016819 0.019299 0.022257 0.01012
Apr-02 0.010969 0.017072 0.010991 0.015966 0.010104
May-02 0.013630 0.009006 0.014645 0.011152 0.013972
Jun-02 0.025132 0.025522 0.026618 0.026280 0.013453
Jul-02 0.007349 0.012846 0.007307 0.020804 0.026813
Aug-02 0.006599 0.004184 0.006537 0.005166 0.021161
Sep-02 0.006498 0.006151 0.007405 0.008883 0.01882
Oct-02 0.008785 0.013689 0.009312 0.016105 0.022612
Nov-02 0.014454 0.021363 0.01701 0.018108 0.015012
Dec-02 0.010035 0.014388 0.011708 0.010502 0.011098
Jan-03 0.018249 0.020678 0.015767 0.016390 0.016026
Feb-03 0.010065 0.009793 0.009774 0.008771 0.011904
Mar-03 0.009842 0.010533 0.009142 0.010602 0.017507
Apr-03 0.014966 0.014931 0.012899 0.020210 0.011756
May-03 0.013571 0.016992 0.013189 0.014035 0.010261
Jun-03 0.007918 0.006417 0.008139 0.009850 0.009976
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SSE- A SSE-B SZE-A SZE-B S&P 500
Jul-03 0.007817 0.00914 0.008044 0.011310 0.00984
Aug-03 0.005640 0.013344 0.006283 0.011419 0.006893
Sep-03 0.007897 0.009444 0.00842 0.007177 0.009652
Oct-03 0.010688 0.016009 0.010985 0.024422 0.007627
Nov-03 0.014829 0.017583 0.015266 0.022491 0.007134
Dec-03 0.010931 0.010973 0.009302 0.008274 0.006096
Jan-04 0.016697 0.018412 0.01118 0.015227 0.00712
Feb-04 0.013185 0.010873 0.012903 0.012064 0.005786
Mar-04 0.011027 0.009486 0.011871 0.012132 0.009465
Apr-04 0.009288 0.008735 0.009919 0.013924 0.007805
May-04 0.013850 0.01325 0.015117 0.026374 0.007144
Jun-04 0.012641 0.024028 0.013593 0.017389 0.006144
Jul-04 0.013430 0.014798 0.014345 0.013408 0.006001
Aug-04 0.010634 0.009603 0.011187 0.016400 0.008288
Sep-04 0.020216 0.018985 0.021009 0.020713 0.005921
Oct-04 0.014940 0.016079 0.017833 0.021364 0.007813
Nov-04 0.011762 0.017634 0.013038 0.013587 0.006274
Dec-04 0.009068 0.011554 0.010192 0.014106 0.005693
Jan-05 0.012271 0.012118 0.013439 0.011906 0.006447
Feb-05 0.017744 0.020334 0.01818 0.016716 0.00673
Mar-05 0.010336 0.010013 0.011814 0.015813 0.006338
Apr-05 0.015676 0.015925 0.017242 0.013545 0.009503
May-05 0.010234 0.016553 0.01269 0.018806 0.00639
Jun-05 0.023379 0.022187 0.024964 0.025534 0.005078
Jul-05 0.014778 0.033434 0.016599 0.019780 0.005555
Aug-05 0.013651 0.020346 0.014239 0.016056 0.005606
Sep-05 0.012639 0.013754 0.014425 0.013377 0.005733
Oct-05 0.010931 0.016793 0.012823 0.019820 0.009498
Nov-05 0.009206 0.009012 0.010505 0.013006 0.004909
Dec-05 0.006750 0.008464 0.009199 0.005966 0.004857
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APPENDIX C
MONTHLY RETURNS FOR A- AND B-SHARES TRADED ON
CHINESE STOCK EXCHANGES AND S&P500
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Table B: Monthly Return Consolidated Data
Month SSE-A SSE-B SZE-A SZE-B S&P500
Jan-00 0.00489 0.00362 0.00701 0.00119 -0.00224
Feb-00 0.00939 -0.00526 0.00940 -0.00213 -0.00102
Mar-00 0.00211 0.00396 0.00291 0.00378 0.00402
Apr-00 0.00099 0.00147 0.00056 -0.00250 -0.00164
May-00 0.00163 0.01379 0.00160 0.01186 -0.00101
Jun-00 0.00080 0.00071 0.00135 0.00199 0.00108
Jul-00 0.00228 0.00467 0.00179 0.00011 -0.00082
Aug-00 -0.00008 0.00300 -0.00055 0.00164 0.00257
Sep-00 -0.00268 -0.00300 -0.00210 -0.00532 -0.00274
Oct-OO 0.00150 0.00666 0.00141 0.00434 -0.00023
Nov-00 0.00246 0.00313 0.00252 0.00151 -0.00397
Dec-00 -0.00004 0.00880 -0.00035 0.00752 0.00020
Jan-01 -0.00023 -0.00325 -0.00109 -0.00074 0.00162
Feb-01 -0.00302 0.00553 -0.00380 0.00230 -0.00508
Mar-01 0.00309 0.02485 0.00334 0.04062 -0.00301
Apr-01 0.00000 0.00696 -0.00065 0.00549 0.00371
May-01 0.00210 0.01559 0.00178 0.00669 0.00023
Jun-01 0.00021 -0.00466 0.00018 -0.00672 -0.00121
Jul-01 -0.00639 -0.01248 -0.00657 -0.01330 -0.00051
Aug-01 -0.00199 -0.00164 -0.00144 -0.00033 -0.00288
Sep-01 -0.00192 -0.00232 -0.00325 -0.00605 -0.00567
Oct-01 -0.00252 0.00173 -0.00307 0.00204 0.00078
Nov-01 0.00154 0.00254 0.00182 0.00243 0.00346
Dec-01 -0.00297 0.00176 -0.00313 0.00019 0.00038
Jan-02 -0.00394 -0.00915 -0.00605 -0.01170 -0.00075
Feb-02 0.00223 0.00031 0.00331 0.00486 -0.00110
Mar-02 0.00241 0.00261 0.00347 0.00177 0.00181
Apr-02 0.00185 -0.00181 0.00184 -0.00001 -0.00288
May-02 -0.00535 -0.00278 -0.00446 -0.00535 -0.00041
Jun-02 0.00676 0.00438 0.00623 0.00694 -0.00375
Jul-02 -0.00212 -0.00002 -0.00185 0.00071 -0.00373
Aug-02 0.00041 0.00028 0.00041 0.00020 0.00022
Sep-02 -0.00262 -0.00238 -0.00298 -0.00249 -0.00581
Oct-02 -0.00260 -0.00601 -0.00268 -0.00809 0.00361
Nov-02 -0.00234 -0.00419 -0.00355 -0.00127 0.00278
Dec-02 -0.00250 -0.00205 -0.00227 -0.00187 -0.00296
Jan-03 0.00498 0.00574 0.00463 0.00566 -0.00132
Feb-03 0.00056 -0.00084 0.00077 -0.00082 -0.00090
Mar-03 -0.00002 -0.00124 -0.00083 -0.00085 0.00040
Apr-03 0.00036 -0.00145 -0.00063 0.00204 0.00372
May-03 0.00239 0.00050 0.00348 0.00403 0.00237
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Month SSE-A SSE-B SZE-A SZE-B S&P500
Jun-03 -0.00280 -0.00296 -0.00384 -0.00212 0.00054
Jul-03 -0.00027 -0.00018 -0.00078 0.00278 0.00073
Aug-03 -0.00175 -0.00522 -0.00115 -0.00093 0.00084
Sep-03 -0.00180 -0.00049 -0.00209 0.00039 -0.00057
Oct-03 -0.00084 0.00398 -0.00190 0.00819 0.00233
Nov-03 0.00178 0.00180 0.00089 0.00055 0.00037
Dec-03 0.00308 -0.00219 0.00085 0.00092 0.00225
Jan-04 0.00465 0.00679 0.00513 0.00499 0.00086
Feb-04 0.00260 0.00184 0.00458 0.00134 0.00064
Mar-04 0.00173 -0.00063 0.00164 0.00012 -0.00072
Apr-04 -0.00397 -0.00411 -0.00531 -0.00609 -0.00081
May-04 -0.00158 -0.00118 -0.00116 0.00116 0.00060
Jun-04 -0.00477 -0.00860 -0.00564 -0.00308 0.00085
Jul-04 -0.00045 0.00193 -0.00031 -0.00087 -0.00166
Aug-04 -0.00147 -0.00181 -0.00239 -0.00428 0.00010
Sep-04 0.00181 0.00248 0.00284 0.00428 0.00044
Oct-04 -0.00348 -0.00484 -0.00366 -0.00431 0.00066
Nov-04 0.00072 -0.00147 0.00091 0.00219 0.00180
Dec-04 -0.00246 -0.00370 -0.00345 -0.00361 0.00145
Jan-05 -0.00306 -0.00098 -0.00331 0.00256 -0.00128
Feb-05 0.00706 0.00723 0.00763 0.00885 0.00099
Mar-05 -0.00438 -0.00232 -0.00457 -0.00029 -0.00088
Apr-05 -0.00089 -0.00122 -0.00221 -0.00120 -0.00097
May-05 -0.00519 -0.00665 -0.00456 -0.00503 0.00141
Jun-05 0.00088 -0.00129 -0.00013 -0.00289 -0.00001
Jul-05 0.00015 -0.00507 -0.00124 0.00050 0.00177
Aug-05 0.00308 0.00448 0.00420 0.00016 -0.00049
Sep-05 -0.00030 0.00179 0.00042 0.00084 0.00033
Oct-05 -0.00344 -0.00772 -0.00341 -0.01036 -0.00085
Nov-05 0.00026 0.00088 0.00021 0.00109 0.00165
Dec-05 0.00251 0.00080 0.00205 0.00042 -0.00005
45
ENDNOTES




Answers.com. (2006). "Correlation," Definition:
Correlation. Retrieved August 12, 2006, from 
http://www.answers.com/topic/correlation
Bailey Warren and Julapa Jagtiani (1994). "Foreign
ownership restrictions and stock prices in the Thai 
market", Journal of Financial Economic, 36, 57-87.
Bekaert, G., & Harvey, C. R. (2002). Emerging markets 
finance. Journal of Empirical Finance, 10, 3-55.
Bekaert, G., & Harvey, C. R. (2003). Research in emerging 
market finance: Looking to the Future. Emerging 
Markets Review, 3, 429-448.
Bloomberg.com. (2005). Index Data. Retrieved November 3, 
2005, from http//www.bloomberg.com
Brigham, E. F., Gapenski, L. C., & Daves, P. R. (2000) .
Intermediate financial management (6th ed. ) . TX: The 
Dryden Press.
Chakravarty Sugato, Asani Sarkar and Lifan Wu (1998).
"Information Asymmetry, Market Segmentation and the 
Pricing of Cross-Listed Shares: Theory and Evidence 
from Chinese A and B Shares", Journal of
International Financial Markets, Institutions and 
Money, 8, 325-356.
China Stock Report. (2001). "China Securities and Futures 
Statistical Yearbook", Beijing: Baijia Chubanshe, 
2001
Christos Cabolis, Wenzhong Fan and William Goetzmann
(2001). "Chinese Capital Market Project 1870-1940: 
Overview", Yale ICF Working Paper, October 2001, No. 
00-62
Claessens S., Dasgupta, S., & Glen, J. (1998). The cross 
section of stock returns: Evidence from emerging 
markets. Emerging Markets Quarterly, 2, 4-13.
Demirer Riza and Ali Kutan (2006). "Does herding behavior 
exist in Chinese stock markets?", Journal of 
International Financial Markets, Institutions and 
Money, 2006, Vol. 16, issue 2, pp!23-142
47
Dorn James A (2002). "Liberalizing China's Financial 
Sector", The Korea Herald, August 13, 2002
DRC/ERI-OECD 2005 Policy Dialogue on Corporate Governance 
in China- 19 May 2005, Beijing, China, "Overview of 
Governance of State-owned Listed Companies in China",
Retrived March 14, 2006 from http://www.oecd.org/ 
dataoecd/14/6/34974067.pdf
Fama Eugene F., and K.R. French (1993). "Common risk
factors in the returns on stocks and Bonds", Journal 
of Financial Economics, 1993, 33, pp3-56
Financialdictionary- The Free Dictionary.com : "Standard 
and Poor's 500 Index - S&P 500", Definition: S&P500 
Index , Retrieved October 3, 2006 from
http://financial-dictionary.thefreedictionary.com 
/Standard+and+Poor's+500+Index+-+S&P+500
Financialdictionary- The Free Dictionary.com: "Coefficient 
of Variation", Definition: Coefficient of Variation, 
Retrieved August 15, 2006 from
http://encyclopedia.thefreedictionary.com/Coefficient 
+of+variation
Finance.yahoo.com (2006). Index Data for Chinese Indices, 
Retrived June 22, 2006 from 
http://finance.yahoo.com/q?s=000001.ss and 
http://finance.yahoo.com/q?s=399001.ss
Finance.yahoo.com (2006). Index Data for S&P500 Index, 
Retrived January 25, 2006 from 
http://finance.yahoo.com/q/hp?s=%5EGSPC
Forbes.com (2006). "Financial Glossary:Index", Retrived 
October 3, 2006 from http://www.forbes.com/tools/ 
glossary/search.jhtml?term=index
Fuss, Roland (2002). "The Financial Characteristics
between 'Emerging' and 'Developed' Equity Markets", 
EcoMod 2002 - International Conference On Policy
Modeling, Proceedings Brussels, July 2002
Gabriel Satya (1998). "Exploring the Alphabet Soup of
Chinese Financial Markets", Satya Gabriel's Online 
Papers: China Essay Series, Retrived December 18, 
2005 from http://www.mtholyoke.edu/courses/ 
sgabriel/economics/china-essays/12.html
48
Green Stephen (2003). "China's Stock Market: Eight Myths
and Some Reasons to be Optimistic", A report from the 
China project. The Royal Institute of International
Affairs Asia Program, Asia Programme, Cambridge 
University. February 2003
Hart Jaap van der, Gerben de Zwart & Dick van Dijk (2005). 
"The success of stock selection strategies in 
emerging markets: Is it risk or behavioral bias?" 
Emerging Markets Review, 2005, Vol. 6, pp238-2.62
Ho John (2000) . "The Legal Environment and Business 
Enterprises in the People's Republic of China", 
Chinese Business: Challenges in the 21st Century,
Chinese University Press, 2000, pp 6 9-8 5
International Finance Corporation (1994). Emerging stock
markets factbook 1994, Washington D.C.: International 
Finance Corporation, 1994
Investopedia.com (2006). "Covariance", Definition: 
Covariance, Retrieved October 10, 2006 from 
http://investopedia.com/terms/c/covariance.asp
Investorwords.com (2006). "subindex", Definition:
Subindex, Retrived October 5, 2006 from
http://www.investorwords.com/5808/subindex.html
Kaye, L. and E. Cheng (1992). "Babes in the Bourse," Far 
Eastern Economic Review, 16 July 1992, pp48-50
Lang Xianping and Zhang Xindong (2002). "100 Jiazu [One 
hundred family groups]", Xin Caifu, August 2002, pp 
27-79
Leung Erika, Lily Liu, Shen Lu, Kevin Taback and Leo Wang 
(2002) . "Financial Reform and Corporate Governance in 
China", Massachusetts Institute of Technology - Sloan 
School of Management, Working Paper, June 2002
Li Chuan (2006). "What are Emerging Markets?" Definition: 




Mei Jianping, Scheinkman Jose and Xiong Wei (2005) .
"Speculative Trading and Stock Prices: Evidence from 
Chinese A-B Share Premia," NBER Working Papers 11362, 
National Bureau of Economic Research, Inc., May 2005
Patel Sandeep A (1998).. "Cross-sectional Variation in
Emerging Markets Equity Returns; January 1988-March 
1997." Emerging Markets Quarterly, 1998, 2, pp57-70
Reilly Frank, Keith Brown (2000). "Investment Analysis and 
Portfolio Management-Sixth Edition", The Dryden 
Press, Texas, 2000
Standard and Poor's (2000, February). "The S&P emerging 
market indices: Methodology, definitions, and 
practices" , S&P's emerging markets detabase, pp2-56. 
New York: McGraw-Hill Companies
Su Dongwei (2003). "Chinese Stock Markets: A Research 
Handbook" , World Scientific Publishing Ltd. 2003
Swissre.com (2006). "Emerging markets: China and India in 




Sze, J. W. (1993). "The Allure of B Shares," The China 
Business Review, January-February 1993, pp42-48
Wang Zhengxu (2001). "Reforming State-Owned Enterprises in 
China: Two Decades of Struggles" University of 
Chicago, China Dimensions, 2001, vol. 1, no. 1
50
